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Y)  BACKGROUND

On several occasions, we have been asked to determne whether
- aspecific type of loan or investment meets the requirenment that
an institution "makes" |ong-term home nortgage |oans (the "' makes'
requi rement") ox the requirenent that a new ?post January 1, 1989)
eligible menber have at least 10 percent of its total assets in
residential nortgage loans (the "10 percent requirenent"). 12
US CA 88 1,424(a();(1)(C) & 1424(a)(2)(A) (West Supp. 1991). The
urpose of this menorandumis to coordinate with the District
anks Directorate, ("DBD') in-order to clarify these requirenents.

The "nmakes" requirenent and the 10 percent requirement are
two separate requirements in section 4 of the Federal Home Bank
Bank Act #"Bank Act"%_both of which aPpllcants nust satisfy to be
eligible for nenbers LP in the Federal Hone Loan Bank System
("FHLBank Systent). he "nakes" requirment is part of "the
original 1932 verSion of the Bank Act. The 10 percent requirenent
was added to the Bank Act by the Financial Institutions Reform
Recovery and Enforcement Act of 1989 ("FIRREA"). Pub. L. 101-73,
Title VII, § 704(a) (August 9, 1989).

There are two significant distinctions between these
requirenents. First, the "makes" requirenment uses the term "hone
nortgage loans." In contrast, the 10 percent requirement uses the
term residential nortgage loans.” Only the fornmer of these two
terns is defined in the Bank Act. However, based on the
| egi sl ative hiStorXO It appears that certain |oans that m

qual i fy under the percent requirement may fail to satis?& t he
"makes" requirenent.

~Second, the "makes" requirenent, unlike the 10 percent
requirenent, does not explicitly state a mninum threshold for

ualification. The practical effects of these differences are
i scussed bel ow



1I) THE

CRITERIA POR LOANS THAT SATISFY THE REQUIREMENTS DIFFER

. The criteria for loans that neet the "makes" requirenment are
different fromthe criteria for loans that neet the 10 percent
requirement. The "makes" requirement uses the term "hone nortgage
| oans” Wwhich is defined in sections 2(5) and 2(6) of the Bank Act
to include only |oans secured Qy first mortgages or simlar first
liens on real estate. 12 U.S.C A 88 1422(5) & 1422(6) (West
supp. 1991). Therefore, |oans secured by second nortgages on rea
estate woul'd not satisfy the "makes" requirement. Furthernore,
the legislative history provides evidence that the intent of
Congress was that the tern1|on?-tern1hone nortgage |oans was to
include only fully anortizing [oans with maturities exceeding five
years. Thus, the legislative history suggests that |oans that are
not fully anmortizing over the termof the [oan would not satisfy
the "makes" requirement. In addition, it appears that Congress

Intended that in order to satisf¥.the "makes” requirenment that the
| oan be for a termgreater than tive years.

~In contrast, the 10 percent requirement contains the term
"residential nortgage loan." Unlike the term "honme nortgage |oan"
which is used in the "makes" requirenment, residential nortgage
loan is not defined in the Bank Act. However, the Conference
Report acconpanying FIRREA provides evidence that Congress
intended the term "residential nortgage |loan" to include a broad

|ist of loans secured by nortgages on residential real estate
i ncluding funded residential construction |oans.

, Since the terra "residential nortgage |oans" my be
interpreted to include a wider range of residential |oans than the
term "home nortgage loan," certain types of loans may satisfy the
10 percent requirenent that would not neet the "makes"
requi rement. Exanples of such [oans include balloon paynent |oans
that are made to purchase, refinance, construct, inprove or repair
domestic residential housing and hone equity |oans. However,
since both tests nust be net to be eligible fox: nmenbership, an
gpPI|cant nust nake |ong-term hone nortgage loans in addition to

a

| oon paynent |oans or hone equity loans to be eligible for
menber shi p.

“Currently, there are at [east two FHLBank nenbershiF .
applicants that make only balloon paynent home nortgage |oans wth
five or ten year maturities and 30 year anortization schedul es.

As nentioned above, these loans would qualify under the 10 percent
requirenent. However, based on the |egislative history, they do
not appear to meet the "makes" requirenment, since they are not

fully anortizing. Thus, they would not be eligible for nmenbership
since they do not meet both fests.

_There may be sone flexibility, however, for the Federa
Housi ng Finance Board (the "Board") to broaden the "nakes"
requirenent. Al though the legislative history of the "makes"
requi rement suggests that balloon payment |oans woul d not satisfy
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that requirement, Congress did provide the Board with the
discretion to determne what constitutes |ong-term home nortgage

| oans.  Consequently, the Board could undertake to re-exam ne what
constitutes an institution that "makes such home nortgage | oans
as, . in the judgment of the Board, are long-termloans.” As part
o? its determination, the Board should wergh the legislative
history against the changes that have occurred in the residentia
nortgage market since the enactnent of the "makes" requirenent.

It could then create a revised standard of what is a long-term

nDrtgaPe loan. This standard, if the Board was confortable,
possibl'y could include non-anortizing |oans.

I11) QUANTI TATI VE REQU REMENTS

In addition to the differences anong the types of |oans that
may satisfy each requirement, the required level of involvenment in
such loans also differs under each requirement. The 10 percent
requirement is a clearly established quantitative test. In
contrast, the "makes" requirement sets out no bright line
quantitative standard. Therefore, the amount of [ending activity
sufficient to satisfy the "makes" requirenent is subject to
I nterpretation bY the Board. Cbnsequently, as part O its review
of what constitutes a long-term nortgage [oan, the Board nmay want
to exam ne the anount of_ac;|V|tK that woul d satisfy the "nakers"
requirement. In establishing the appropriate threshold, as is the
case with defining long-termnortgage loans, it is necessary that
the Board consider ﬂreV|ous rulings of the former Federal me

Loan Bank Board ("FHLBB') and the legislative history of the
"makes" requirenent.

~The Ofice of General Counsel ("OGC') of the former FHLBB has
consistently construed the "makes" requirenent as not inposing any
type of quantitative or mininmum anmount requirenent respecting
either the dollar or numerical volume of home nortgage |oan
activity of an applicant. See Opin._Gen._ Coun. FHLBB (Jan. 25
1988) ; %gln. Gen. Coun. FHLBB (Nov. 7, 1978); Opin. Gen. Coun.
FHLBB (Cct. 11, 1978&; and Opin. Gen. Coun. FHLBB (June 25, 1973).
Nonet hel ess, the "makes" requirenment has been construed to require
that prospective nenbers "be making at |east some investments" in

| ong-term hone nortgage loans." 1d. Furthernore, an applicant's
mortgage |lending activity nust evince 'continuing policy" rather
than "nere isolated instances." Id. Finally, the former FHLBB

opi ned that the purchase of hone nortgage |oans or nortgage backed
securities is within the "nmakes" requirnment. Thus, an aPﬁllcant
did not have to originate such loans in order to satlsfy( e

requi rement. Opin. Gen. Coun. FHLBB (Qpinion Division)

March 23
1977).

There are a nunber of approaches that the Board mght wish to
take in determning what mninumlevel of involvement is, .
sufficient to satisfy the "makes" requirenent. For instance, is
the Board confortable if an institution is merely offering to make
| ong-term home nortgage |loans to the public wthout having any
such loans on its books? |s there sone mninmum percentage of



long-term nortgage |oans that, if held by an institution, would
satisfy the Board as meeting the "makes" requirenent? Mist the
applicant provide some evidence that it is in the process of .
apprOV|n% and processing long-term home nortgage |oans at the tine
it submits its application for menbership? st there be evidence
of a continuing policy to nake or buy long-term nortgage |oans and
not isolated instances of such lending or purchases? This could
include a review of the applicant's previous |ending policies and
a determnation of whether or not they continue to nake or buy

| ong-term home mortgage |oans. The Board's policy could provide
for alternative neans of neeting the "makes" requirement depending
upon the business activities of the applicant.

V)  CONCLUSI ON

The "makes" requirement and the 10 percent requirement are
two separate requirements in section 4 of the Bank Act.
Applicants nust satisfy both requirements to be eligible for
nmenbership in the Bank System Qur interpretation of the existing
law is that an applicant that only makes bal |l oon payment hone
mortgage loans would not satisfy ‘the "make" requirenent for
nenbershi p.  However, the Board may re-exam ne the "makes"
standard and revise and refine that standard. W would therefore
recommend that DBD consider whether it wants to reconmend to the
Board that such a re-exam nation occur through a nenbership
regul ation or otherwise. OCC stands ready to assist DBD in
formul ating policy recomrendations involving the definition of
| ong-term home nortgage | oans and what |evel of involvenent in

| ong-term hone nortgage |loans is sufficient to satisfy the "makes"
requi rement.
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